
71.1 

A Special Form of the Terms of Trade Effect 

 

Consider Figure 1 below. It shows a foreign monopolist which exports 

into a domestic market with demand curve D. There are no domestic competitors 

so there is no import-competing production in the domestic market. All 

supplies come from the monopolist. The foreign monopolist acts as the 

importing agent into the domestic market. It can deliver into the domestic 

market at marginal cost = MC. As a profit maximizer, the monopolist sets 

marginal revenue (MR) equal to MC, and produces (and sells) output Q at price 

P. 

 

Now suppose the domestic government imposes a specific tariff t on 

imports. The tariff raises the marginal cost of delivering imported output 

into the domestic market to MC+t. Given the added cost to the monopolist, the 

profit maximizing point now becomes output (sales) = Q' and price = P’.1 The 

government gains a revenue of tQ' (area w on Figure 1). But consumers lose 

area x+y+z. As drawn on Figure 1, the consumers’ surplus loss is less than 

the tariff revenue gain. So, if we are willing to add up the gains and 

losses, it appears imposing the tariff produced a net gain for the importing 

country.2 

 

Why is there a gain? Since there is a monopolist seller, domestic 

consumers were paying a premium. The tariff in effect responds to the 

monopoly power with monopsony power and, as drawn, produces a net gain as a 

result. Whether there is a net gain in the more general case depends on the 

amount of the tariff. If the tariff were raised to the point where nothing 

was imported, government would gain no revenue and consumers would lose all 

their consumers' surplus. So there is an optimal tariff somewhere between a 

zero tariff and a prohibitive tariff. 

 

There are parallels between this example and the standard terms of 

trade argument. Both rely on the importing country exerting a kind of 

                                                           
1 It can be shown that with the linear demand curve of Figure I, the price will rise by one half tariff t. 
2 Even though there are no domestic producers in this example, we still have income redistribution.  The govt. gains 

revenue and consumers lose some surplus.  We don’t know what the govt. does with its revenue (who ultimately 

gains from it but it may not be the consumers who lost surplus). 
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monopsony power via the tariff. Both have an optimal tariff somewhere between 

zero and the prohibitive level. 



71.2 

 

 

 

 

Figure 1 
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